SECTION: Organizational Structure

Section 400

INTRODUCTION

This Section highlights the various ways that hold-
ing company enterprises may be structured, and
the importance of reviewing and understanding
each structure. This Section will also provide an
overview of control thresholds to help you deter-
mineif there have been changesin the ownership
structure, and, if so, what regulatory processes ap-
ply. Finaly, the framework for determining what
activities a holding company may engageinis out-
lined. Asyou will see, thereisacorrdation
between how a holding company is structured and
the activities in which it may engage.

Once you understand the holding company enter-
prise and its activities, you must then evaluate
what risks, if any, may affect the subsidiary thrift.
Y ou must determine whether there are elements of
the holding company structure, or business inter-
ests of the holding company enterprise, that hold
potential risks for the thrift. This means consider-
ing not only the activities of the holding company
and other affiliates, but also activities of the thrift
itself.

Y ou must ensure that the thrift is not being used as
adumping ground for low-quality or high-risk as-
sets, or avehicle for conducting risky activities.
Furthermore, you must consider the materiality of
the thrift to the holding company enterprise and its
controlling shareholders. If the thrift isimmaterial
to the overall holdings of the holding company or
controlling shareholders, there may be less incen-
tive for them to ensure its safe and sound operation
or to provide financial support if needed. On the
other hand, regardless of materiality, the holding
company may not want to risk tarnishing its repu-
tation and, therefore, do whatever is necessary to
safeguard the thrift. This same strategy may ex-
tend to an uninsured affiliate that isin trouble. To
protect its reputation, the holding company may
divert thrift resources to the troubled affiliate.

Every holding company enterprise is uniquely
structured and managed. Each presents different
risks and issues. These risks change not only from
enterprise to enterprise, but over time within a
given holding company enterprise. Kegp in mind

that as you assess the organizational structure, you
must consider not only the current risks that may
be evident, but also prospective risks.

STRUCTURE

A savings and loan holding company is any com-
pany that directly or indirectly controls a savings
association. This ownership interest can result in
severa forms of organization. Intheir most basic
form, holding companies are either unitary or mul-
tiple. For the most part, these designations are
self-explanatory:

A unitary holding company controls one thrift.

A multiple holding company controls more
than one thrift.

The vast mgjority of thrift holding companies are
unitary.

Many times a holding company is simply a shell
corporation established for the sole purpose of
owning athrift. Shell holding companies have the
following characteristics:

Low or insignificant amounts of debt;

Minimal activities, other than holding the stock
in the thrift; and

Low risk, highly liquid investments.

Thrift holding companies are also designated as di-
versified or nondiversified. Thisdistinction is
based on the business interests of the company.

A diversified holding company’s thrift and re-
lated activities represent less than 50 percent
of the company’ s consolidated net worth and
consolidated earnings.

A nondiversified holding company is one that
does not meet both of these thresholds, and,
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thus, has banking and banking related busi-
nesses as its principal operation.

The vast mgjority of OTS regulated holding com-
panies are nondiversified.!

Y ou may aso encounter other types of holding
companies. Oneisamutual holding company
(MHC). A MHC structure combines the elements
of amutual thrift, which is owned/controlled by its
depositors and, in some cases by its borrowers,
with eements of a stock thrift. InaMHC, the de-
positors (and borrowers, if applicable) own/control
the mutual holding company, which in turn holds a
majority of the voting stock of its subsidiary thrift.
The remainder of the thrift stock can be sold to
outside investors to raise capital. Some MHCs
have mid-tier stock holding companies.

Another structureisa HOLA 10(1) holding com-
pany. Section 10(l) of the Home Owners' Loan
Act (HOLA) allows state savings banks and coop-
erative banks that are not regulated by OTSto
elect to be treated as savings associations for pur-
poses of regulating their holding company.
Without such an election, these holding companies
would otherwise be regulated by the Board of
Governors of the Federal Reserve (Federa Re-
serve) as bank holding companies. In order to
qualify asaHOLA 10(l) holding company, the
subsidiary bank must be a qualified thrift lender.
These structures present novel examination con-
cerns because OTS regul ates the holding company,
but not the subsidiary financial ingtitution. Spe-
cific examination procedures for this population of
holding companies are contained in Section 910.

1 Y ou should note that diversified status is somethi ng that a
holding company claims. To claim this status, it has to com-
plete aworksheet in its annual report H-(b)11, or initial
application to become a holding company, that demonstrates
that the above percentages are met. Historically, this status
was claimed because diversified holding companies were
exempt from certain regulatory requirements. In the past,
the most notable exception dealt with debt notices. Today,
very few regulatory distinctions remain. One exemption that
still exists for diversified holding companiesis contained in
the management interlock regulations.

A third type of structure is one in which a bank or
financial holding company controls both a bank
and athrift. Although these companies control a
thrift, they are considered bank holding companies
and are, therefore, regulated by the Federal Re-
serve. OTSisthe primary regulator of the thrift
itself, but does not regulate the holding company.

Structure is one of the first indicators of how a
holding company enterprise should be reviewed
from an examination perspective. Thereisasub-
stantial difference in approach between alow risk
holding company that does nothing but hold a thrift
compared to one that not only holds a thrift, but is
also involved in avariety of nonbanking busi-
nesses. A complex holding company may be
involved in other businesses through various
nonthrift subsidiaries. Such increased complexity
requires us to assess the effect these businesses
may have on the thrift.

The holding company examination encompasses
areview of the entire holding company enter -
prise. Understanding the structureis essential if
you areto make an effective assessment of the
holding company’s condition and itsimpact on
thethrift. Understanding the structure also
makesit easer to focus attention on the entities
that have the most potential impact on the thrift.

ACQUISITIONS AND CONTROL

Theissue of control isvery significant in the
regulatory process since we are dealing with who
has the power over management and policies, and,
thus, the direction of the thrift or holding company.
It is aso important to be aware of potential acquir-
ers of control. As noted above, a holding company
isacompany that controls a thrift, directly or indi-
rectly. Specific statutory and regulatory
requirements apply to such companies, starting
with the fact that OTS must grant approval before
any company can acquire control of athrift. You
must understand the control thresholds and pre-
sumptionsin order to recognize situations where a
controlling party has not been properly identified,
and, therefore, has not received the requisite ap-
provals from the OTS.
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Control of athrift or holding company can take
various forms and, many times, is not obvious.
The following highlights some smple facts about
control:

Control can be acquired directly or indirectly.

Control can occur by persons or entities acting
in concert to influence the thrift or holding
company.

Control can be acquired by means other than
stock ownership.

For the most part, control of athrift or holding
company isfairly straightforward based on stock
ownership or the ability to control the stock in
some manner. Such situations are ordinarily ac-
knowledged by the parties, and the proper
application or notification process to the OTS s
undertaken.

However, there are also situations where the ques-
tion of control becomes somewhat murky. Itis
these situations where you need to be aware of
possible control issues which have not been ac-
knowledged, and which have not been reviewed by
the OTS.

Some of these latter type Situations may involve
circumstances where control is “backed into.” For
example, if aholding company or thrift repur-
chases stock on anon pro ratabasis. Such a
repurchase will raise the percentage of ownership
of the remaining shareholders. Someone who once
owned only nine percent of voting stock may own
11 percent after the stock repurchase is completed.
There may also be proportional ownership shifts as
aresult of corporate changes such as mergers with,
or purchase of, another thrift or holding company.
Further, beneficial ownership interests that carry
the right to acquire stock through, for example, ex-
ercisable options, may result in control.

The regulations covering acquisition and control
issues are found at 12 CFR Part 574. Determina-
tions of control can be very complex, and
conclusions may well have to be made outside the
scope of the examination. However, it remains
important that you are aware of the more signifi-
cant elements of control to be able to identify and

make preliminary assessments of any control is-
sues encountered during the examination.

Conclusive Control

Conclusive control is essentially a situation where
an acquirer, either person or company, owns or
controls more than 25 percent of the voting stock
of athrift or holding company. This can arise
from outright ownership or holding irrevocable
proxies or a combination of both. In addition, if a
person or company exercises a controlling influ-
ence over the management or policies of the entity,
including controlling the election of a majority of
directors, then the acquirer is considered to have
conclusive control. An acquirer can also have
conclusive contral if it isagenera partner or trus-
tee of the entity, or has contributed more than 25
percent of the capital of a holding company.

Rebuttable Control

Rebuttable control occurs when a person or com-
pany does not have conclusive control, but there
are circumstances present that, taken together,
suggest that a controlling influence may exist.
These circumstances generally involve holding ten
percent or more of the voting stock, or 25 percent
or more of any class of stock, together with a con-
trol factor. The control factors are detailed in the
regulation at section 574.4(c). For example, an
acquirer might have between 10 and 25 percent of
the voting stock of the thrift, but be one of the two
largest holders of any class of voting stock.
Rebuttable control may also arise through holdings
of revocable proxies, under section 574.4(b)(2).

Prior to acquiring the stock, or triggering any other
element that gives rise to the rebuttable control is-
sue, the acquirer must either:

Acknowledge their intent to control, and obtain
the appropriate approvals to do so; or

Successfully rebut control.

In the later case, the OTS must accept the rebuttal
before the transaction is consummated. The ability
to rebut control enables passive investors who do
not intend to control or influence the thrift or hold-
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ing company to have a sizeable investment without
undergoing the process and scrutiny of an acquisi-
tion filing. However, if the rebuttal is not
accepted, then the acquirer would have to proceed
with an application or notice to OTS in the normal
course of acquisition discussed below.

Acting in Concert

In assessing control issues, there is the possibility
that persons or entities may be acting in concert to
secure control. Acting in concert is best described
as a process whereby persons or entities exercise
conclusive or rebuttable control by collectively act-
ing together.

Section 574.4(d) sets forth several rebuttable pre-
sumptions of concerted action. Parties may rebut a
presumption of concerted action by filing a sub-
mission supporting their contention that no
concerted action exists. OTS may accept a rebut-
tal that meets applicable standards under section
574.4, including showing by clear and convincing
evidence that concerted action does not exist. Even
where concerted action presumptions do not apply,
parties may be considered to act in concert under
the genera definition at 574.2(c).

Application Process

In addition to the rebuttals of control and concerted
action discussed above, there are several other con-
trol related filings.

Companies seeking to acquire control of athrift or
thrift holding company must file one of several
holding company acquisition filings referred to as
H-(e) applications. When an individual or person
seeks to acquire control, a Change-in-Control no-
tice generally must be filed. Section 574.6 sets
forth the procedural requirements and outlines the
appropriate type of application or notice for each
acquirer. These processes are required whether
control is conclusive or, in arebuttable scenario,
where the acquirer does not dispute control or OTS
has not accepted a prior rebuttal submission.

Individuals or companies that acquire ten percent
or more ownership of any class of stock, but do not
trigger the rebuttable or conclusive control thresh-

olds, must file a certification of ownership. The
required language of the certification is specified in
12 CFR 574.5.

Application forms and detailed filing instructions
for holding companies and ownership control are
contained in the Applications Processing Hand-
book.? If you identify a control situation where the
appropriate application or notice has not been
filed, you should review the exemptions set forth at
12 CFR 574.3(c) and (d), before citing a violation
or seeking corrective action. There are afew lim-
ited instances where approval or notice is either not
required at al, or is alowed after the acquisition.
One example is where control results from a pledge
or hypothecation of stock to secure aloan.

Once you have a clear understanding of the holding
company structure, including identifying al con-
trolling parties and affiliates, you can then begin to
analyze the activities conducted.

ACTIVITIES

Many factors go in to determining the permissible
activities for a holding company. Some holding
companies operate without any activities limita-
tions, while others are subject to activities
restrictions.

Even when activity restrictions do apply, there are
a significant number of businesses that have been
deemed related to banking. Therefore, it isimpor-
tant that you review what activities are conducted
within the holding company enterprise, and what
risks they present.

To determine whether activity restrictions apply,
you must consider the following factors:

Holding company type — unitary or multiple;

Whether the holding company cameinto exis-
tence or filed an application to become a
savings and loan holding company prior to
May 4, 1999; and

2 The Application Processing Handbook is available on the
OTS website at www.ots.treas.gov.
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Whether the subsidiary thrift(s) have Qualified
Thrift Lender (QTL) status.

The following table is provided as a quick refer-
ence to the factors that determine what activities
are permissible. The discussion that follows ex-

plains the terminology used.
Type of HC in QTL Activity
HC Existence Status Limitations
+ or Filed =
+
Application
by 5/4/1999
Unitary Yes Yes No
Unitary Yes No Yes
Unitary No Yes or No Yes
Multiple® Yes Yes Yes or No
Multiple Yes No Yes
Multiple No Yes or No Yes

Type of Holding Company

As noted in the beginning of this Section, a unitary
holding company is a holding company that con-
trols one thrift. A multiple holding company
controls more than one thrift. In addition to this
genera definition, if an insider of the holding com-
pany controls another thrift, then special treatment
will apply. Specificaly, if an individua meeting
the following criteria controls more than one sav-
ings association (directly or indirectly), then any
holding company controlled by that individual is
treated as a multiple holding company in determin-
ing whether activity restrictions apply. The
individuals that this provision appliesto are:

3 As discussed on the next page, for a multiple holding com-
pany to have no activity limitations, all or all but one of the
subsidiary thrifts must have been acquired as part of a su-
pervisory acquisition.

Directors or officers of a holding company, or

Individuas who own, control, or hold with the
power to vote (or hold proxies representing)
more than 25 percent of the voting shares of
the holding company.

The significance of being a unitary or multiple
holding company is that multiple holding compa-
nies must acquire al, or all but one, of their thrifts
as part of a supervisory acquisition to be free from
activity restrictions. This requirement appliesin
addition to the qualified thrift lender status and the
date of acquisition/application discussed below.
To qualify as a supervisory acquisition, provisions
of Sections 13(c), 13(i) or 13(k) of the Federa De-
posit Insurance Act, or the former Section 408(m)
of the National Housing Act must have been in-
voked.

Date of Acquisition or Application

The Gramm-Leach-Bliley Act (GLB), enacted in
November 1999, restricted the creation of new
thrift holding companies that engage in commercial
or other nonfinancia activities. The GLB did,
however, grandfather most thriftsin existence at
thetime. Specifically, those holding companies
that were in existence on May 4, 1999, and those
that had filed an application on or before May 4,
1999, to acquire athrift, can operate without activ-
ity restriction if both of the following are met:

The holding company continues to hold at least
one thrift (or its successor) that it controlled on
May 4, 1999, or that it acquired under an ap-
plication pending with the OTS on or before
that date; and

The subsidiary thrift(s) have QTL status.
As noted, a multiple holding company must aso
have acquired all, or al but one, of its subsidiary
thriftsin a supervisory acquisition.
Qualified Thrift Lender Status

To operate without activity restrictions, all of the
holding company’s subsidiary thrifts must be
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qualified thrift lenders. This means that the thrift
must satisfy either the:

OTSQTL Test; or

Internal Revenue Service tax code Domestic
Building and Loan Association (DBLA) test.

To beaQTL under the OTS test, the thrift must
maintain qualifying thrift investments equal to or
exceeding 65 percent of portfolio assets for 9 out
of every 12 months. Initidly, these investments
were predominantly mortgage |oans and mortgage-
related securities. However, 1996 legidation lib-
eralized the definition to include small business
loans, education loans, and credit card loans. This
allowed a thrift to expand its consumer type port-
folios without the consequence of losing its QTL
status.

To beaQTL under the DBLA test (IRS regulation
20 CFR Section 301.7701-13A), athrift must meet
a“business operationstest” and a “60 percent as-
setstest.”

If the subsidiary thrift failsto maintain its QTL
status, the holding company’s activities are re-
stricted. Further, it must discontinue any
nonpermissible business, athough the OTS may
grant a grace period up to two years for good
cause. Nonetheless, any company that controls a
thrift that does not have QTL status must register
as a bank holding company within one year of the
thrift’s failure to meet the QTL test.*

Permissible Activities

If activities restrictions apply, you must determine
whether the activities conducted by the holding
company and other affiliates are permissible. The
following activities are permissible for al holding
companies:

Furnishing or performing management services
for itsthrift subsidiary;

412 USC 1467a(m)(3)(C).

Conducting an insurance agency or an escrow
business;

Holding, managing, or liquidating assets
owned by, or acquired from, its thrift subsidi-
ary;

Holding or managing properties used or occu-
pied by its thrift subsidiary;

Acting as trustee under deed of trust;

Any other activity that the Board of Governors
of the Federal Reserve System has permitted
for financial holding companies under Section
4(k) of the Bank Holding Company Act (as
outlined in 12 CFR 225.24 or 225.28)5; and

Any activity that multiple savings and loan
holding companies were authorized (by regula-
tion) to engage in directly on March 5, 1987.°

Prohibited Actsand Acquisitions

Evasion of Laws and Regulations. Despite the
broad range of activities that thrift holding compa-
nies can engage in, there isa genera prohibition
regarding evasion of laws and regulations. Section
584.2(a) prohibits a holding company from engag-
ing in any activity or rendering any service with the
purpose of evading any law or regulation that ap-
pliesto the thrift. Y ou must exercise judgment in
deciding what is an evasion of law or regulation as
opposed to a company structuring its operations to
take full advantage of the flexibility that holding
companies and their subsidiaries possess. The de-
ciding factor ultimately revolves around the
holding company’s purpose and intent, aswell as
the effect on the thrift.

Multi-State Multiple Holding Companies. Section
574.3(e) generally prohibits the formation of an in-
terstate multiple thrift holding company. Unless

certain criteria are met, this applies to any acquisi-

® The OTS can choose to prohibit or limit such activities by
regulation, order or policy guidance.

® These activities are outlined in 12 CFR 584.2-1 (including,
for example, investment in various lending transactions, fur-
nishing various services to affiliates, and acquiring improved
and unimproved real estate).
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tion that would result in a holding company that
controls thrifts in more than one state where the
thrifts were not previoudy affiliated.

Nonaffiliated Ownership. Section 584.4 generally
prohibits the acquisition of voting stock of
nonaffiliated thrifts or thrift holding companies.
Specificaly, unless severa exceptions apply, no
thrift holding company may acquire more than five
percent of the voting stock of athrift or thrift hold-
ing company that is not a subsidiary, except with
OTS approval. Nor can any multiple thrift holding
company acquire more than five percent of the vot-
ing stock of any company that is not a subsidiary
unless that company is engaged in the bulleted
permissible activities noted above.

Other Prohibited Acts. Section 584.9 outlines
other prohibitions regarding control of mutual
thrifts, management interlocks, and convicted per-
sons. These regulatory provisions are discussed
further in Relationship Section 500.

Risk Assessment

The above discussion regarding structure, owner-
ship and control issues, and activitiesis based on
what a holding company can do by law and regula-
tion. However, the fact that these objective criteria
are met does not mean that there are no supervi-
sory concerns. Asin al examination aress,
subjective judgments must be made about how well
the holding company is being operated. A well de-
signed structure can be undermined when
implemented by management.

As outlined above, control of athrift holding com-
pany can take many forms. Similarly, persons or
entities exercising that control have widely diverse
interests. |n most cases, those interests are to
oversee and reasonably benefit from the success of
the entire organization. However, there may be
parties that abuse their control relationship. You
need to be able to identify control issues and be
alert for any evidence of corporate abuse. You
must be particularly watchful for indications that
the thrift is the target of abuse for the benefit of
other corporate interests. Similarly, you should
identify situations where the thrift is not material to
the diverse interests of the holding company or its

controlling shareholders, and, therefore, vulnerable
to alack of support or inadequate oversight.

The current businesses and transactions of some
holding companies are very diverse. Theriskscre-
ated by these activities can range from minor to
significant and from permissible to inappropriate.
Increased risk taking in holding company invest-
ments or businesses not only creates a potential
detriment to the holding company itself, it also in-
creases the risk that the subsidiary thrift will be
negatively affected.

Y our examination must review the businesses and
investments of the holding company enterprise and
assess the leve of risk that is being taken. You
should review, for example, whether risks are
within the norm for the particular industry. Addi-
tionally, you should note whether company
investments and other assets are within the ordi-
nary course for the business, or whether they are
more speculative. Most importantly, you must de-
termine how these risks affect the insured thrift.

Y our assessment is not only how the thrift is af-
fected currently; but potential risksaswell. The
holding company may currently be experiencing
success and the thrift may be financially secure.
However, there may be elements within that busi-
ness structure that have the potentia for problems.
These need to be identified and considered in the
overal holding company rating.

RATING THE ORGANIZATIONAL
STRUCTURE COMPONENT

To properly assessrisk at the holding company,
you must consider the entire holding company en-
terprise. Specifically, you must consider the
parties that control the thrift, how the thrift fitsin
the overall structure, and the activities conducted
by the nonbank subsidiaries of the holding com-

pany.

Y ou should assign an organizational structure
component rating of “1” when there are no con-
trol issues and activities are conducted prudently
with reasonable risk. All activities engaged in are
permissible relative to the holding company struc-
ture.
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Y ou should assign an organizational structure
component rating of “2” when activities and lines
of business have a neutral effect on the thrift. Any
control or activity concerns are addressed in a
timely matter when advised, but may not have been
independently identified. Activities may present
some risk, but the risk is adequately managed, and
does not jeopardize the safety and soundness of the
thrift.

Y ou should assign an organizational structure
component rating of “3” when there is disregard
for control issues or other ownership abuse. A
holding company in this category may knowingly
engage in impermissible activities. 1t may accept
unreasonable risks or ineffectively manage risksin
its activities and lines of business, whether or not
permissible, that have negative implications for the
holding company or the thrift.

SUMMARY

Thrift holding companies can have various corpo-
rate structures and these forms relate to not only
the operating ability of these entities, but also how
they should be assessed during the examination.
Likewise, control of the entities may come about in
numerous ways. Control may be conclusive or re-
buttable. Y ou must be knowledgeable of, and
watchful for, avariety of events that could result in
achange of control.

Once structure and control issues have been deter-
mined, the actual operation of these entities must
be investigated. All material business activities
must be identified. Y ou must determineif the ac-
tivities are permissible for the holding company
structure. Finaly, you should identify, to the ex-
tent possible, risks within the holding company
enterprise that may affect the thrift so that appro-
priate supervisory measures may be initiated.
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